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Introduction

Bank and Corporation Tax revenues are the third largest source of revenue for the State
of California. In recent years, these revenues have not kept pace with either the growth of the
California economy in general, or with the growth of other major sources of California revenue.
As reported in Table 1, California Gross State Product (GSP) grew by 63 percent between 1988
and 1998.> The two largest sources of California revenue, the Personal Income Tax and the
Sales and Use Tax, reflected this growth. Personal Income taxes grew 102 percent between
1988 and 1998, and Sales and Use taxes increased by 68 percent. Bank and Corporation taxes,
by contrast, increased by only 18 percent during this period. After adjusting for inflation, real
Bank and Corporation Tax revenues actually decreased by 14 percent during this time period.
The goal of this paper is to describe, and to evaluate the relative importance of, several factors
contributing to the weakness of California Bank and Corporation Tax revenues.

In attempting to locate the sources of weakness in Bank and Corporation revenues, this
paper begins by surveying trends in the national economy and in federal corporate tax law. It
then examines several state-specific factors affecting corporate tax revenue growth. Where
possible to quantify, the revenue impact of specific factors is reported. Factors found to have
contributed substantially to the weakness in Bank and Corporate Tax revenues include:
recognition by California of the S-corporation structure, an increase in corporate tax credits, a
reduction in California corporate tax rates, the allowance by California of net operating loss

carryforwards, and adoption by California of elective water’'s-edge filing.

1. Therelationship between economic growth and corporate tax revenues at the

federal level.

The level of corporate profits nationally

1 We choose 1988 as the base year for this analysis because analysis of theimmediately preceding yearsis
complicated by the major federal tax reform of 1986 and subsequent California conformity legislation.



It is possible that structural changes in the economy unrelated to tax law are reducing the
relative importance of corporate profits in the economy. There are at least two ways in which
such a structural change could occur. One is that sectors of the economy in which corporations
are relatively important may be growing more slowly than sectors in which corporations are
relatively less important. For example, if it were the case that all manufacturing were done by
corporations while all services were performed by partnerships, then a shift in the composition of
the economy from manufacturing to services would reduce corporate profits’ share of the
economy. The second possible structural change in the economy is a reorganization of business
entities that does not affect production. For example, if a large number of corporations opted to
reorganize themselves as Limited Liability Companies (LLCs), this would reduce corporate profits’
share of the economy. A number of recent legislative changes, particularly in the area of LLCs,
may have encouraged businesses to operate in a noncorporate form. If corporate production as
a percentage of economic activity is decreasing, we would expect corporate taxes as a
percentage of economic activity to decline also.

Empirically, however, the ratio of corporate profits to economic output (at the federal
level) actually increased from 1988 to 1998. Economic output, as measured by Gross Domestic
Product (GDP), grew 71 percent during this time period. 2 One popular measure of corporate
profits, Corporate Profits with Inventory Valuation and Capital Consumption Adjustments from the
National Income Product Accounts (NIPA), grew 110 percent over this period. Another common
measure of corporate profits, Corporate Receipts Less Deductions from the IRS’s Statistics of
Income (SOI), grew 106 percent from 1988 to 1998. Chart 1 presents the ratio of SOI’s
Corporate Receipts Less Deductions to GDP. Chart 1 reflects the often cyclical nature of
corporate profits. The ratio of corporate profits to GDP dropped 28 percent from 1988 to 1991,
then rose 87 percent from 1991 to 1997. The ratio dropped slightly in 1998. Since corporate
profits grew faster than the general economy over the 10-year period, weakness in corporate

profitability cannot explain the weakness of Bank and Corporation Tax revenues.



A note on tax shelters

It has been suggested by various commentators that there has been an upsurge in recent
years in tax shelter activity.3 If true, this would also reduce the level of profits reported from
corporate activities and, in turn, reduce corporate tax revenues. Conceptually, tax shelter activity
should affect the relationship between corporate profits and taxable corporate profits. However,
in practice, tax shelter activity will instead reduce the measured level of corporate profits.4 This is
because all of the data series on corporate profits are constructed from tax return data. The
NIPA data make a number of adjustments to the tax return data in an attempt to measure
“economic profit”; but the major adjustments, such as those for accelerated depreciation and the
effects of inflation on inventory valuation, are not related to tax shelter activity. NIPA includes an
adjustment for underreporting of income on tax returns, but this measure is based on historical
audit experience and, therefore, is of little use in assessing recent changes in tax shelter activity.

Therefore, the data in this paper cannot shed any light on the tax shelter debate.

Federal taxable corporate profits

There are several types of corporations whose profits are not taxable at the federal level.
These include Regulated Investment Corporations (RICs), Real Estate Investment Trusts (REITS)
and S-corporations. Both RICs and S-Corporations have grown substantially in importance
during the 1990s.

RICs (mutual funds) and REITs are not taxed at the corporate level by either the federal
or the California government. We would, therefore, expect corporate tax revenues not to keep
pace with corporate profits if these sectors are responsible for the growth of corporate profits.

Removing RICs and REITs from SOI Total Receipts Less Deductions lowers the growth rate for

2 Note that the 71 percent increase in GDP nationally is slightly greater than the 64 percent growth in
California GSP over the same period.

3 See, for example, Joseph Bankman, The New Market in Cor porate Tax Shelters, Tax Notes, June 21,
1999 p. 1775-1795, or Michael M. Phillips, Taking Shelter, As Congress Ponders New Tax Breaks, Firms
Already Find Plenty, Wall Street Journal, August 4, 1999, p. 1.

“This point was made by James B. Mackie 11, The Puzzling Comeback of the Cor porate Income Tax,
Proceedings of the 92"" Conference on Taxation, National Tax Journal, Washi ngton, DC, 2000.



this series to 91 percent for the 1988 — 1998 period. This still exceeds the growth of GDP during
these years.

The S-corporation was first introduced in 1958. At the federal level, S-corporations are
taxed exclusively as pass-through entities; thus, they are not taxed at the corporate level at all. In
California, S-corporations are taxed at the corporate level, but at a much lower rate than C-
corporations. Several changes in the Tax Reform Act of 1986, including the repeal of the General
Utilities Doctrine, spurred a rapid growth in the number of S-corporations. At the federal level, the
number of S-corporations increased from 0.8 million in 1986 to more than 2.1 million in 1995.

The expansion of the S-corporation sector reduces the percentage of corporate profits that are
taxable at the federal level.

Federal corporate income subject to tax (taken from SOI) grew 73 percent between 1988
and 1998. This is substantially less than the growth in either NIPA corporate profits or SOI
Receipts Less Deductions during this time period. At the federal level, therefore, the exemption

of certain corporate profits from the tax base has grown faster than corporate profits in general.

The relationship between income subject to tax and liability at the federal level

Changes in the relationship between income subject to tax and liability at the federal level
are primarily due to statutory changes, such as federal tax rates and federal treatment of net
operating losses, that should not affect California revenues. Nonetheless, it is interesting to
compare the relative growth of federal and state tax liabilities. Federal corporate tax liability
before credits increased 74 percent between 1988 and 1998. This means that federal corporate
tax revenue grew at almost exactly the same rate as corporate income subject to tax (73 percent)

during this period.

2. The relationship between national corporate profits and California corporate

State Net Income



Corporate profits are not the same for federal and state tax purposes. Chart 2 presents
the ratio of California State Net Income (SNI) to SOI Receipts Less Deductions from 1988 to
1998. This ratio fell from 8.4 percent in 1989 to 3.9 percent in 1992, reflecting the fact that the
recession at the beginning of the 1990s was deeper and longer lasting in California than in the
rest of the country. This ratio rebounded in 1994 and remained stable at around 6 percent
through 1998.° Overall, from 1988 to 1998, SNI increased 56 percent. This is substantially less
than the 106 percent growth in SOI federal corporate profits and slightly lower than the 63 percent
growth in California gross state product during this time period, so SNI weakness is a significant
contributor to the recent weakness in California Bank and Corporation Tax revenues. The 56
percent growth in SNI is still substantially greater than the 18 percent growth in Bank and
Corporation revenues, however, so federal — state differences in the measurement of corporate
income cannot, by themselves, explain the weakness in Bank and Corporation revenues. The
remainder of this section will discuss a humber of issues that may bear on the relationship

between corporate profits for federal and state purposes.

Regional differences in economic activity

In addition to statutory differences in the definition of income, the relationship between
SNI and federal net income will reflect differences in economic performance between California
and the rest of the nation. Federal net income numbers include three types of firms: firms not
conducting business in California, firms conducting some but not all of their business in California,
and firms conducting business exclusively in California. California taxes none of the income from
the first group, some of the income from the second, and all of the income from the third.
Changes in the ratio of SNI to federal income may, therefore, reflect either changes in the relative
importance of these three groups, or changes in the proportion of the income (known as
apportionment factors) from the second group.

Chart 3 presents the ratio of net income for corporations taxable in California (before

state adjustments and apportionment) to total federal corporate profits. The rise in this ratio in

® Itisinteresting to note that the ratio of state to federal corporate profits (at about 6 percent) isless then



1989 and 1990 suggests that California did not fall into the last recession as soon as did the rest
of the country. This ratio bottomed out in 1992, when California was more deeply in recession
than the rest of the country. From 1994 to 1997 this ratio was relatively stable. In 1998, the ratio
jumped up again.6 Overall, this ratio increased from 1988 to 1998, suggesting that general
weakness of the California economy relative to the national economy has not played a major role
in the weakness of Bank and Corporation revenues. The sensitivity of this analysis to the exact
choice of end point years, however, suggests that we should be cautious in assigning a firm

guantitative weight to this factor.

State adjustments to income

Differences in corporate profits for state and federal purposes can be classified as
resulting either from statutory differences in which profits are taxable or from differences in
economic activity in different jurisdictions. Statutory differences arise from the fact that California
has elected not to conform to the federal definition of income in several important areas. For
example, differences in federal and state treatments of depreciation generate additions to
income. On the other side, a number of types of dividends and certain capital gains may be
subtracted from income under state law.

Another potentially important recent change that may be reducing the ratio of state to
federal net corporate income is the adoption by California of “water’'s-edge” elections for tax years
beginning on or after January 1, 1988. Previously, California considered total worldwide net
income for all corporations. When corporations report on a worldwide basis, they begin with their
federal profits, which are water’'s-edge in nature. They then adjust these numbers to achieve
worldwide income for California purposes. If the firms electing water's-edge have profitable
worldwide operations (which they should), then their reported adjustments should decrease upon
election. While water’'s edge was adopted prior to 1988, the policy was relatively new, and the

number of corporations opting for water’'s edge was increasing rapidly during the years in

half of the ratio of state GSP to federal GDP (almost 13 percent).
® Thisjump in 1998 may be related to the drop in apportionment factors in the same year discussed below
(seefootnote 12). If so, it isunimportant to our analysis of revenue trends.



question. The number of water's edge electors increased from 406 in 1988 to 1,130 in 1989 to
2,191 by 1992. The expected reduction in net income reported by companies electing water’s-
edge treatment will be partially offset by a corresponding increase in apportionment factors.’
Firms will be more likely to elect water’'s edge, however, if doing so will reduce their tax liability.
We estimate the 1998 revenue loss from allowing water's edge elections to be approximately
$350 million.

It is possible that nonconformity between federal and state law has been growing in
importance and may account for the weakness in California corporate revenues. Chart 4
presents the ratio of net corporate income for California purposes after and before state
adjustments for the years 1988 — 1998. The ratio of income after state adjustments to income
before state adjustments decreased from 1988 to 1992 then rebounded to just below the 1988
level. It thus appears that differences in adjustments from federal to state income have

contributed slightly to the weakness in Bank and Corporation revenues.

Apportionment issues

As noted above, California does not tax all income of corporations conducting business in
California. Rather it taxes only the portion of this income attributable to business activity taking
place in California. This portion is determined by applying apportionment factors to a
corporation’s income. Several factors may have reduced average apportionment factors over the
last decade and, in turn, contributed to the weakness in California corporate tax revenues. First,
California emerged from the recession of the early 1990s later and more slowly than the rest of
the United States. California Personal Income increased 64 percent between 1988 and 1998,
less than the 73 percent growth in personal income at the national level. The proportion of

national business activity attributed to California should, therefore, decrease somewhat.

 Apportionment factors measure the percentage of a corporation’ s business attributable to California.
Corporations electing water’ s-edge will switch from using factors measuring the ratio of business
conducted in Californiato business conducted worldwide to factors measuring the ratio of business
conducted in Californiato business conducted in the United States. Since worldwide property, payroll, and
sales must be greater than US property, payroll, and sales, the | atter ratio must be greater than the first ratio.
Thus, water’ s-edge el ection should raise apportionment factors.



A related consideration offered by some commentators is that there may have been an
upswing recently in the resources devoted by corporations to state tax planning. ® One areain
which this trend may manifest itself is in organizing business operations to minimize
apportionment factors in states that tax corporate income.

The aggregate ratio of post-apportionment to pre-apportionment income may also have
shifted because of changes in the apportionment formula. California adopted a “double weighted

sales factor” for most corporations in 1993. 910

An analysis of corporate tax return data suggests,
however, that the revenue effect of this change was not significant.

Chart 5 presents the ratio of net corporate income after state adjustments but before
apportionment to State Net Income (SNI) after apportionment for the years 1988-1998. The ratio
of SNI to pre-apportionment income dropped from 13.7 percent in 1988 to less than 7.6 percent in
1993. It then rebounded to 10.9 percent in 1994, and remained between 10.8 and 11.8 percent
through 1997. In 1998, the ratio dropped to 8.8 percent. 1 Comparing 1988 to 1998, State Net
Income increased by 56 percent, compared to a 142 percent increase in pre-apportionment
income. If, instead, we compare 1989 to 1998, pre-apportionment income increased 63.4
percent, compared to 63.5 percent growth in post-apportionment income. The sensitivity of the

analysis to the choice of the initial year makes it difficult to assess the impact of changes in

apportionment factors on the weakness of Bank and Corporation revenues.

8 See, for example, Richard D. Pomp, The Future of the State Corporate Income Tax: Reflections (and
Confessions) of a Tax Lawyer, State Tax Notes, March 22, 1999, p. 939-948.

® Agriculture and extractive industries were specifically exempted from this change.

10 previously, California used an equally weighted three-factor formulain which the portion of income
attributed to Californiawas equal to [(CA sales/ total sales) + (CA payroll / total payroll) + (CA property /
total property)] / 3. The new factor isequal to [2* (CA sales/ total sales) + (CA payroll / total payroll) +
(CA property / total property)] / 4. For corporations whose sales factor is smaller than the other two
factors, double-weighting the sales factor lowers the composite apportionment factor and lowers the ratio of
State Net Income to pre-apportionment income. For corporations whose sales factor is larger than the other
two, the effect is reversed.

11 As noted above, the drop in thisratio in 1988 may be offsetting the increase in the ratio of state income
before adjustments and apportionment to federal profitsin the sameyear. The likely cause of thisis merger
activity in which corporations not previously doing business in California merge with California
corporations. When this happens, all of the income of the non-California corporation gets added to SNI
before apportionment, increasing the ratio of SNI before apportionment to federal corporate income. At the
same time, the non-California corporation’s property, payroll, and sales are added to the denominator, but
not to the numerator, of the combined company’ s apportionment factors. Thisreducesthe ratio of SNI to
pre-apportionment SNI. Thiswould explain the 1998 data reported in Charts 3 and 5, but these two effects



3. Therelationship between State Net Income and corporate tax revenues.

Net vs. positive SNI

From 1988-1998, California Bank and Corporation Tax liabilities grew only 18 percent,
despite the 56 percent growth in State Net Income. As can be seen in Chart 6, tax liability does
not vary with the business cycle as much as State Net Income does. Liabilities dropped much
more slowly than income from 1989 to 1992, and grew much more slowly than income from 1992
to 1997. This cyclical pattern arises from the fact that corporations with net losses can
experience huge swings in the size of these losses without altering their tax liability. In recession,
companies already losing money tend to lose even more money, reducing aggregate SNI, but do
not owe any less tax. When companies turn profitable during a recovery, any further increase in
profits is taxed at the corporate tax rate — a rate that is higher than the average tax rate levied on
aggregate SNI (which includes losses). One method of controlling for this problem is to separate
net SNI into SNI for profitable corporations and SNI for loss corporations.

SNI growth for corporations with positive income was 70 percent between 1988 and
1998, slightly higher than the 56 percent to SNI growth for all corporations. This is due to a

2 From 1988

surprising 26 percent increase in the losses of money losing corporations in 1998.
to 1997, SNI for all corporations increased 67 percent, compared to a 61 percent increase in SNI
for corporations with positive income. This variation makes it difficult to assess the effects of
cyclicality on the weakness of Bank and Corporation revenues.

As shown in Chart 7, positive SNI and tax liability tracked quite closely from 1988 until

1993. Since 1993, however, the growth in tax liability has been substantially weaker than the

should cancel and not affect the overall ratio of SNI to federal corporate profits (Table 2) or Bank and
Corporation Tax revenues.

12 \We do not have any solid evidence asto why SNI dropped in 1998 despite a seemingly strong California
economy. However, anecdotal evidence suggests a number of possible contributing factors. Oneisthesize
of losses posted in 1998 by a substantial number of “.com” companies. Another isthe effect of several
specific large mergers that took placein 1998. Mergers often generate one-time costs that, while small
relative to theinvolved companies' revenues, may be large relative to their profits.



growth in income of corporations reporting positive profits. The ratio of liabilities to positive
corporate SNI dropped from 8.4 percent in 1988 to 5.8 percent in 1998. Several factors

contributed to this change.

Taxable Income

One factor is the treatment of losses. Starting in 1987, California allowed corporations to
subtract one half of all net operating losses (NOLs) generated in the previous five years from their
SNI before calculating their taxes."® California also allows corporations to deduct certain losses
resulting from natural disasters. Losses allowed California corporations to reduce their taxable
income by $5.8 billion in 1998. This reduced Bank and Corporation revenues by about $340
million in 1998. From 1988 to 1998, NOL usage increased 215 percent. As a result, taxable
income increased by only 65 percent, compared to the 70 percent increase in positive SNI. An
increase in losses to offset income has, therefore, contributed to the sluggishness of Bank and

Corporation revenues during this period.

S-corporations

Another important factor is the recognition by California of the S-corporation. California
first allowed S-corporations in 1987. The number of S-corporations in California has grown from
50,964 in 1988 to 143,178 in 1998. As a result, by 1998 approximately 31 percent of all
corporations paying taxes in California were S-corporations. S-corporations are taxed at a rate of
1.5 percent, compared to the 8.84 percent rate for C-corporations. Therefore, the shift of
businesses to S-corporation status has reduced the ratio of tax liability to SNI for California
corporations. The exact revenue impact of S-corporations depends on how many S-corporations
would still have chosen to be corporations if the S-corporation option were not available. If all S-
corporations had been C-corporations, California corporate tax liabilities would have increased by
about $1.7 billion in 1998. Alternatively, if we assume that all S-corporations that had once been

C-corporations had remained C-corporations in 1998, but that all other S-corporations would not

13 The deduction of net operating |osses was suspended for tax years beginning in 1991 and 1992.

10



have formed as corporations, 1998 corporate liability would have been just over $1.0 billion
greater. We estimate the actual effect of S-corporations on corporate liability to lie closer to the
first of these two numbers, at slightly less than $1.6 billion. This makes S-corporations one of the
most important sources of weakness in Band and Corporation revenue growth. Of course, since
S-corporation income is passed through to shareholders, their personal income tax implications
must also be considered in calculating the overall revenue impact to the state of S-corporations.
We estimate the personal income tax revenue gain from S-corporations to be less than $300

million for 1998, thus the net revenue loss from S-corporations is about $1.3 billion.**

Tax rates

A third factor lowering the ratio of liabilities to SNI is the recent reduction in California
corporate tax rates. The rate for C-corporations was lowered from 9.3 percent to 8.84 percent in
1997. The rate for S-corporations was reduced from 2.5 percent to 1.5 percent in 1995. Had
California collected tax on 1998 income at the 1988 rates, approximately $520 million more would

have been collected.

Tax Credits

Finally, there has been a dramatic increase in tax credits granted to California
corporations since 1988. In 1988, California corporations claimed only $64 million in tax credits.
In 1998, they claimed $949 million in tax credits, an increase of 1,383 percent. The biggest
credits claimed in 1998 were $463 million for the research and development credit and $318
million for the manufacturer’s investment credit. Chart 8 presents the time trend in the ratio of
credits to corporate tax liabilities. This ratio increased from 1.5 percent in 1988 to 18.9 percent in
1998. As a result, Bank and Corporation liabilities increased only 18 percent during this time

period, compared to a 38 percent increase in Tax Before Credits.

14 The net gain from S-corporations on the PIT side is smaller than the Bank and Corporation |oss primarily
because flow-through losses may be used to offset other types of income and, hence, are more likely to
reduce taxes than are losses that must be taken at the corporate level.

11



4. Conclusion

California Bank and Corporation Tax liability grew only 18 percent from 1988 to 1998.
This is substantially less than the contemporaneous growth in other major sources of California
revenue and in the California economy in general during this time period. A variety of factors
contributing to the sluggishness of Bank and Corporation revenue have been discussed above.
Table 2 summarizes the revenue impact of the five important recent changes that we have been
able to estimate: tax credits, tax rate changes, S-corporations, water’'s-edge elections, and
carryover losses. The table compares actual growth in Bank and Corporation revenues to the
growth that would have occurred in the absence of any one of these changes (keeping the other
four changes). It also reports the estimated revenue growth in the absence of all five factors.™
We estimate that together these five changes would have resulted in a revenue increase from
1988 to 1998 of 104 percent. While still slightly smaller than the growth in corporate profits at the
national level, this would have exceeded both the growth of the California economy and the

growth of California’s other major sources of revenue during these years.

15 Note that the cumulative impact of two changes in tax law may not equal the sum of the isolated impact
of each change. For example, if werevert to 1988 tax rates, the tax on S-corporations will increase by 1
percent of positive SNI (1.5 percent to 2.5 percent); however, if wefirst disallow S-corporations, the effect
on of arate change on these corporations will only be 0.46 percent of positive SNI (8.84 percent to 9.3
percent).



Califonia Bank and Corporation Tax Revenues 1988 - 1998

Table 1
Growth of California Gross State Product and Major Revenue Sources
1988 - 1998

Growth
Gross State Product 63%
Personal Income Taxes 102%
Sales and Use Taxes 68%
Bank and Corporation Taxes 18%

Economic and Statistical Research Bureau
California Franchise Tax Board




California Bank and Corporation Tax Revenues 1988 - 1998

Table 2

Percentage Growth in Bank and Corporation Liabilities 1988 - 1998

Under Various Assumptions
Assumption Growth
Actual 18%
Eliminate Tax Credits 40%
1988 Tax Rates 30%
Disallow S-corporations 55%
Eliminate Carryover Losses 26%
Disallow Water's-Edge Elections 26%
Cumulative Effect 104%

Economic and Statistical Research Section
California Franchise Tax Board



Chart 1
Ratio of SOI Corporate Receipts Less Deductions to GDP
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Chart 2
Ratio of State Net Income to SOI Corporate Receipts Less Deductions
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Chart 3
Ratio of Net Income for Corporations Taxable in California, Before State
Adjustments and Apportionment, to SOl Corporate Receipts Less Deductions
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Chart 4
Ratio of California Corporate Net Income After and Before State Adjustments
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Chart 5
Ratio of State Net Income to Pre-Apportionment Income
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Chart 6
State Net Income and Bank and Corporation Liabilities
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Chart 7

Positive State Net Income and Bank and Corporation Liabilities
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Chart 8
Credits as a Percentage of Bank and Corporation Tax Liability
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Trendsin Sourcing Income and Business Or ganization
Kathleen K. Wright CPA, JD, MBA, LLM.

Trends in Sourcing Income and Business Organizations.
The Nexus Controversy.
ARdtalers engaged in Busness @

The leve playing field argument relates to severd issues but the current debate focuses on effiliate
nexus. With little to no effort dot.com subsidiaries of traditiond bricks and mortar businesses are organized
outside the gate and do business in the gtate only through eectronic communications mediums. Under the
existing law, dectronic presence does not congtitute physica presence and as long as the bricks and mortar
presence isisolated in a separate corporation its activities will not taint the separate corporate activities of the
dot.com part of the business. Therefore, the consumer can now go to Barnesandnoble.com and buy a book and
pay no saestax even though thereis a Barnes and Noble Superstore right down the street.

"Retallers engaged in busnessin Cdifornid’ for purposes of collecting the use tax is defined by Rev and
TC 6203. Rev and TC 6203 states unequivocally that dl retailers engaged in business in Cdiforniamust collect
use tax from the purchaser on the sde of property for taxable use. "Retalers engaged in business' in Cdifornia
indude:

Retallers maintaining, occupying or using on a permanent or temporary bas's, ether directly or indirectly
through a subsidiary or agent an office, places of distribution, sales or sample room, warehouse,
storage, or any other place of business. [ Rev. & Tax. 6203(c)(1).]

Retailers that have a representative, agent, saesperson, canvasser, independent contractor, or solicitor
operating in the Sate for the purpose of seling, ddivering, indaling, assembling, or taking sales orders
of tangible persona property. [Rev. & Tax.6203(c)(2).]

Retailers deriving rentals from leases of in-state tangible persona property. [ Rev. & Tax.6203(c)(3).]

Mail order sellers conducting substantial and recurring solicitation of ordersby mail if they benefit from
banking, financing, debt collection, teecommunication, or marketing activities occurring in-state or
benefits from the location in-gtate of authorized ingdlation, servicing, or reparr facilities. Thisrule
applies, however, only if Congress enacts legidation authorizing the states to compel the collection of
dtate sdles and use taxes by out-of-state retailers. [Rev. & Tax.6203(c)(4).]

Rev and TC 6203(d)(2) clarifies that "engaged in businessin this state" does not include orders from

customers located in Cdiforniawhich is taken over a computer network located in Cdiforniawhich is not owned by
the out of state retailer and the orders result from the eectronic display of products on that same network. Rev and

Page-1-



TC 6203(e) ds0 excludes from the definition of retailer engaged in busnessin the Sate aretaller whose
representatives= sole reason for coming into Cdiforniaisto attend a convention or trade show for a limited number
of days (seven or less within a 12-month period) and who aso meet a de minimis gross income test.

The state can impose sdes tax collection duty on out -of -Sate retallers only to the extent that out -of -state
sdlers have sufficient contacts or nexus with Cdifornia. The definition of nexus must conform with the Commerce
Clause definition of nexus which is"substantia." The most recent U. S, Supreme Court decison (Quill Corp. v.
North Dakota (504 US 298(1992)) stated that the substantial nexus requirement, which must be met to satisfy the

restrictions of the Commerce Clause on a state=s ability to levy tax, requires physica presence by the business within
the state seeking to require the collection of the use tax.

1.2 The Higtory of Rev and TC 6203.
121 Advertisng by out of Sate businessin Cdifornia.

Asareault of aseries of gatutory changes Rev and TC 6203 no longer defines nexus to include such
tenuous activities as "advertisng.” In JS& A Group, Inc. v. State Board of Equalization (No. A07502 1, Mar. 10,
1997) The Cdifornia Court of Apped in an unpublished opinion ruled that in state broadcasters and cable operators
did not serve as representatives of an out of state company smply because they had a contract with the out of state
company to air their advertisements. At that time Rev and TC 6203 (€) defined aretaller engaged in businessin
Cdiforniato include any retailer who, pursuant to a contract with a broadcagter, solicits orders for tangible persona
property by means of advertisng disseminated primarily to consumersin Cdifornia. Subdivison (i) was the same
except that it subgtituted " cable televison operator” for "broadcagter.” JS& A was engaged in direct mail
merchandising of sunglasses and other headlth items through mail order, advertisng on broadcast and cable TV and
magazines. JS& A received orders by phone or mail and shipped merchandise by common carrier. They had no
fadilities or employeesin Cdifornia. The Court determined that airing advertisement did not creste an agency
relationship between the TV dations and JS& A. The broadcagters did not perform any of the activities that might
creete an agency relationship such as accepting orders, collect payments, distribute product or collect acommission
on sales. The service offered to JIS& A (theright to air time) was a service sold to many other clients for profit by the
gation, which by itself did not convert the broadcaster into an agent for the out of state sdler.

Effective January 1, 1998, Cdlifornia repeded the offending sections which provided that any retaller who,
pursuant to a contract with a broadcaster or publisher located in-state, solicited orders for tangible personal
property by means of advertisng disseminated primarily to consumers located in-state was considered as aretailer
engaged in busnessin the Sate.

Similarly repeded was former Rev. & Tax. 6203(c)(8), which provided that any retailer who, pursuant to a
contract with acable TV operator located in-gate, solicits orders for tangible persond property by means of
advertisng transmitted or distributed over an in -state cable TV system was considered as aretailer engaged in
busnessin Cdifornia
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Effective January 1, 2000, Cdliforniarepeded former Rev. & Tax 6203(c)(4), which provided that any
retaller soliciting orders for tangible persond property by means of atelecommunication or TV shopping system,
that utilizes toll-free numbers and isintended by the retailer to be broadcast by cable TV or other means of
broadcasting to consumers located in the Sate is considered to be engaged in businessin the date.

Cdiforniadso repeded former Cal. Rev. & Tax 6015.5, which provided that engaging the services of a
local advertising firm, printer, or publisher to advertise to Cdifornia consumers was sufficient to establish nexus.
Under this repealed provision, the loca advertisng firm, publisher or printer was treated as an agent of the out -of
-date retailer engaging their services and the retaller was deemed as aretailer engaged in businessin Cdlifornia.

With the enactment of Cdifornids verson of the Internet Tax Freedom Act, Rev and TC 6203(d) was
added which makes clear that engaged in business in the state does not include the taking of orders from customers
in Cdiforniathrough a computer telecommunications network located in Cdiforniawhich is not directly or indirectly
owned by the retailer, when the orders result from the eectronic display of products on that same network. In
addition, under 18 Ca. Code Regs 1684 an Internet Service Provider, Ontline Service Provider, internetwork
communication service provider, or other Internet access service provider, or World Wide Web hosting serviceis
not considered as the agent or representative of an out-of-State retaller as aresult of the service provider maintaining
or taking orders viaaweb page or Site on acomputer server thet is physicaly located in Cdifornia

122 Conventions and Trade Shows.

Effective April 1, 1998, aretailer is not engaged in businessin the sate if the retailer's sole physica presence
in the state is to engage in convention and trade show activities and if the retailer, his or her representatives, agents,
salespersons, canvassers, independent contractors, or solicitors, do not engage in such activities for more than seven
days in the state during any 12month period and did not derive more than $10,000 gross income from such activities
in the state during the prior caendar year. Nevertheless, aretailer engaging in convention and trade show activitiesis
aretaler engaged in business in the state and liable for collection of use tax for any sale of tangible persona property
occurring at the convention and trade shows pursuant to an order taken at the shows. [Rev. & Tax.6203(e); 18 Cdl.
Code Regs. 1684(a). Therefore, if the activity at the trade show is limited as defined, then any other sdles activity
(such asmail order or Internet sales) would not be subject to the use tax collection requirements. Thee Governor
did sgninto law AB 330 which will not become effective because it islinked to AB 2412 which the Governor
vetoed. Had the provisons of this bill become effective, this provision would have increased the number of daysin
the above referenced activities to 14 days or less and the gross income to $100,000.

1.2.3 Warranty Work.

Cdifornia does not conform to the Multistate Tax Commission's National Nexus Program Bulletin 95-1
which providesthat direct marketers of computers and other related items would have nexus with a state if they
aso providein that state warranty repair services through independent third parties. In Cdiforniaan out-of-state
sler is not engaged in busness in Cdiforniaif its only contact with the state is the use of a representative or
independent contractor for purposes of performing warranty and repair services with respect to items sold by
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the retailer. However, the ultimate ownership of the retailer and the person performing the warranty services
must not be substantialy similar. Ultimate owner means a stockholder, bond holder, partner, or other person
holding an ownership interest. [ 18 Ca. Code Regs. 1684(a)

Franchise or Licensee of aRetaller.

Also, effective January 1, 2000, Cdiforniarepeded former Rev & Tax Cd. 6203(c)(6), which provided
that any retailer having afranchise or licensee operating under its trade name is considered to be engaged in
businessin the gate, if the franchisee or licensee is required to collect the tax. This provison precludesimposing
the use tax collection requirements on the franchisor smply because use of itsintangible assets (i.e, the
company name) is present in the state.

Affiliate Nexus.

The concept of affiliate nexus (sometimes referred to as entity isolation) uses the corporate structure to
isolate activities in a separate corporation which sdlsinto Californiabut does not have physical presencein
Cdifornia. Under thistheory, a Cdiforniaretailer could form an out of state "dot.com™ corporation that is
operated separately from the "bricks and mortar” California corporation and the out of state corporation would
not be required to collect the Cdifornia use tax because the organizationa structure has isolated an activity
within a separate corporation that does not have physica presence within the Sate.

In Current, Inc. v Sate Board of Equalization (24 Cal. App. 4th 382 (1994)) the court held that then
subdivision (g) of Rev and TC 6203 was unconstitutional and impermissible burden on interstate commerce. At
that time Rev and TC 6203 (g) defined aretailer engaged in business in the state as any retailer owned or
controlled by the same interests which own or control any retailer engaged in businessin the same or asimilar line
of business in the state. Current was an out of state mail order company whose principal place of businesswasin
Colorado. Current had no physical presence in Cdifornia until it was acquired by Deluxe. Although Deluxe was
not organized in Caifornia, it did have a physica presence in the state and did hold a Cdifornia seller's permit.
Deluxe sold checks primarily to financia ingtitutions and their depositors. Current also sells checks but that activity
represented a small percentage of their volume. They sold primarily greeting cards and other novelty items. They
were only affiliated with each other through ownership, i.e,, they did not use the same trade name, marketing
practices or customer lists. They did not have integrated operations or management and Deluxe did not serve as
the agent for Current in California. The court held that Current did not have nexus with California based on its
relationship with Deluxe. The court stated that printing alone was not sufficient to place the two companiesin a
smilar line of business. With differing products and distinct management and marketing activities, the test of Rev
and TC 6203 (g) was not met.

Effective January 1, 1996, Cdifornia repeaed former Rev. & Tax.6203(g) based on the Current decision.

The New Twist

AB 2412 (Migden) specifiesthat aretailer is presumed to have an agent in the sateif the retailer holds
asubgtantia ownership interest ether directly or through asubsdiary in aretaller maintaining sales locationsin

Page -4-



Cdiforniaor isowned by such retaller directly or indirectly. The presence of an agent within the state would
cregte nexus for the out of Sate retailer. "Substantia ownership interest” is defined by referenceto 15 USC
Section 78p (which means ownership interest of any equity security of more than 10%). In addition, for the
agency rdationship to exigt, the retailer must sell the same or subgtantialy smilar line of products asthe retailer
maintaining seslocaionsin Cdifornia under the same or substantidly smilar busness name, or facilities or
employees of therelated retailer located in California. The act states that it is effective January 1, 2001 and that
it isadarification of existing law. Governor Davis has vetoed this bill. In his veto message he sated that the
Internet should be alowed to develop unencumbered with restrictions such as proposed by Ab 2412.

Cdifornia has successfully used the agency argument to impose nexus on out of state businesses, but
much more was required than what is required under AB 2412. In Scholastic Book Clubs, Inc. v. Sate Board of
Equalization [207 Cd. App. 3d 734 (1989)] the Caifornia Court of Apped ruled that an implied agency
relationship existed between the out of state corporation and the Cdlifornia teachers who assisted in sdlling the
taxpayer's goods within the state. Although Scholastic Books did not maintain any property in Cdifornia, it did
market its books through mail order catalogues and order forms sent to the teachers. The teacher then solicited
orders from students who made selections and paid the teacher for the items selected. The teacher consolidated
the order and remitted the payments to the taxpayer. The books were shipped to the teachers who then distributed
the materials to the students. The Court held that the teachers were acting under the taxpayer's authority by
accepting the orders, payment and shipment of merchandise, all activities ratified and confirmed by the taxpayer.
The reliance on the teacher as the conduit to the student was the lynchpin that created an implied agency
relationship and nexus with the state. (Note that although Kansas and California Courts of Appea have ruled that
an implied agency exists, the Arkansas Supreme Court, the Michigan Court of Appeals and the Ohio Board of Tax
Appeals have ruled to the contrary.)*

Under existing Rev and TC 6203 (¢)(2) the mere presence of aretailer's agent or representative in
Cadlifornia, is not a sufficient basis to impose use tax collection duty on the retailer. If the agent or representative
operates in Cdiforniafor the purpose of sdlling, ddlivering, installing, assembling, or taking of orders for tangible
persona property sold by the retailer then nexus may result. Therefore, under existing law the physica presence of
the agent or representative in California must be connected with the sale of tangible personal property to impose
use tax collection requirements on the out of state vendor. Display of a banner by the cash register on the way out
of the Barnes and Noble Superstore which states "Visit us on our Web sitel” is not a connection with the sale of

! Arkansas Department of Finance and Administration v. Troll Book Clubs Inc., 871 S. W.2d 3 89 (Ark. 1994)
(Club not liable); Scholastic Book Clubs v. Sate of Michigan, et a. M1893 86 (Michigan Court of Appeals, May 20, 1997)
(Club not liable); Troll Book Clubs Inc. v. Roger W. Tracy, Tax Commissioner of Ohio, No. 92-Z-590 (Ohio Bd. of Tax
Appesdls, 1994) (Club not liable); Freedom Industries Inc. v. Tracy, Tax Commissioner of Ohio, No. 92-X-597 (Ohio Bd. of
Tax App. 1994) (Seller not liable).
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tangible property from Barnesandnoble.com to the purchaser. If, however, merchandise purchased over the
Internet is returnable to the bricks and mortar location, then we are getting closer to establishing nexus in that this
is an activity associated with the sale of the tangible persona property.

Under Rev and TC 6203 (c)(1) if the retailer has a place of business in the state, then that physical
presence will create nexus even if that place of business has no connection with the sale of tangible personal
property. (See National Geographic Society v. Board of Equalization [(1977) 430 U.S. 551 ] where the conclusion
of the Board was upheld by the California Supreme Court. In that case National Geographic made mail order sales
of tangible persona property to California purchasers. The taxpayer did have two offices in California that solicited
advertising for the Society's magazine but had nothing to do with the sales of tangible property. The Board
concluded that this "dightest actua presence" was enough to assert that the Society was engaged in businessin
the state.

If the retailer has an agent or representative in the state who is operating on the retailer=s behalf, then
there is physical presence, but that presence alone is not enough to satisfy the substantial nexus regquirements of
the Commerce Clause and Rev and TC 6203(c)(2). If the agents or representatives are operating on behaf of the
retailer in connection with the sale of tangible personal property then the substantial nexus requirements are met.
That means the agent takes orders, receives payment, distributes merchandise or handles returns of merchandise
sold by the principa. To state that something less than this constitutes nexus is a change of existing law.

Another argument to bring these retailers within the net of required use tax collection, focuses on "affiliate
programs.@Under these programs= commissions are paid to companies that result in sales by the out of state
retailer to customers referred to their Web sites by the affiliate. The customer referral isthrough Links on the
affiliates Web pages to the electronic booksdllers (like Amazon.com). The argument is that the level of technical
support provided to the affiliate (including banners and other "cover art” for the Web page, online reports to
monitor performance, and interviews with author and other book reviews) would be enough to create nexusin
Cdiforniaif the affiliate had a bricks and mortar presence in the state. With Cdifornias drift away from asserting
that advertising creates nexus, this argument is tenuous at best. The physical location of the affiliate within the
state is smply not connected with the sale of the tangible property. All the affiliates hasis alink to the out of state
retailers= online bookstore and (at least in Cdlifornia) that does not appear to be enough.?

2 For other recommended solutions see "The Practice of Corporate Entity |solation: Past, Present and Future” by
Tim Fdlow. (2000 STT 152-27, August 4, 2000). See aso "Current and Quotable: Letter from the Northern California
Independent Booksellers Association to David H. Levine, Supervising Tax Counsel of Board of Equalization, (2000 State
Tax Today, Feb. 8, 2000). See aso "Nexus, Use Tax and Californiac What Is, What May B€" by David H. Levine.
Remarks given at 1996 Cadifornia Tax Policy Conference (Nov. 6-8, 1996). And aso see SBE Staff Legidative Bill
Analysisfor AB 2412 (Migden).
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Apportionment of Electronic Commerce.
The Sadles Factor Applied to Electronic Commerce.

The sdles factor raises severd issues when gpplied to eectronic commerce due to the ambiguity inherent
in the definition of tangible property versus intangible property. As provided in UDITPA, when products that
have been sold are treated as tangible property most states source the sale to the destination sate. When the
products are treated as sales of services or intangibles, Caiforniawill attempt to source the income based on
where the income producing activity occurs, or where the greater cost of performance occurs (which would
typicaly be where the headquartersis located). Assigning a sde based on cost of performance duplicatesthe
effect of the payroll and property factor and does not reflect the location of the consumer (i.e., the market
state).

The digtinction between tangible versus intangible property will be most relevant to sdler of persond
property solicited through an eectronic medium which are shipped from a point outsde the Sate. If the
property is clearly tangible property then the taxpayer is probably protected by Public Law 86-272 (assuming
that the taxpayer had no activity in the state other than solicitation). Access to customers through the Internet
does not meet the physica presence test which is aresult consstent with telephone communication and the U.
S. Mail. Some dtates have argued that leasing property is not an activity protected by Public Law 86-272 and
that the license agreement that frequently prevents duplication and ditribution of a software package is
tantamount to a lease of tangible property and not asale. We are gtill waiting for the right case to test thisissue.

If theitem sold is tangible property and the seller is not protected in the destination state by Public Law
86-272 and the market based rule gpplies, then the saller must know where the item isgoing to be used. If itis
truly tangible property which is shipped by common carrier, then at least the ddivery addressis known. If, in
the dternative, the sdler is sdling software (and the State defines the sale of software as the sdle of tangible
goods) which is downloaded, then the seller may not know the location of the buyer where the information is
received. This could be the case for credit card sdes and sales through other financid intermediaries (i.e,
cybercash). Technicaly, throwback does not apply and Anowhere@income is created (i.e.,, income included in
the denominator of the sdes factor but not included in the numerator of any state) That result is not generdly
tolerated by tax adminigtrators but is embraced with enthusiasm by practitioners. Most of the discussion today
talks about Are-engineering@this computation to avoid this result, but nothing definitive yet.

Since many of the items sold over the Internet involve information services and other forms of property
which are not tangible, Cdifornia assigns the sale to the location where the greatest income producing activity
has occurred, measured by cost of performance. Cost of performance includes only direct costs and generally
givesan dl or nothing result. In other words, if Sgnificant costs are incurred in severd dates, the sdeis
assigned to the state which has the greatest cost. ®

3 18 Cal Code Reg 25136.
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Again the taxpayer finds himself adrift in a seaof uncertainty in that the task of apportionment requires
the taxpayer to determine the direct cost of the income producing activities. In cost accounting termsthis
sounds like the taxpayer is being asked to identify the cost driver (the activity that generates the cost), to
alocate costs over these activities and then determine where the activities are located. Allocating costs over
activities has become known in accounting circles as activity-based cogting.

Application of this concept to dectronic commerceis difficult. The Internet Service providers provide
the subscribers with point of presence (POP) networks which are generadly rooms with modems and routing
equipment with alocal phone number for use by the subscriber. The subscriber can either did up or purchase a
dedicated line generdly over transmisson lines owned by the local phone company. Once connected to the
point of presence network, the call is then routed to the |SP=s Hub where the subscriber=sidentification
information is verified before being re routed to the POP and assigned an Internet Protocol Address. The
subscriber is charged for the local cdl to the POP network and the balance of the transmission costs are borne
by the ISP. If the cdll isthe cost driver, then determining the direct cost of each call would be mind boggling,
and dlocating the cost to al the different states would aso be an exercisein futility. No definition is provided for
Adirect cost@and the ISP costs span severd states.

If the taxpayer is an information provider then the bulk of the cost will probably be associated with
maintaining the database. Although it may be alittle easier to determine where the cogts are incurred, under the
al or nothing test of the cost of performance rules, dl of the service fees charged for accessng the data base will
be sourced to the state where the data base is maintained. Thisresult certainly destroys the intent of the sdes
factor, which was to source part of the income from the sale to the market state.

Much of what is sold over the Internet is software. This transaction forces the issue of determining
whether software sales are sdes of tangible or intangible property. Black=s Law Dictionary defines tangible as
having or possessing physica form, capable of being touched and seen; perceptible to the touch; tactile;
pa pable; capable of being possessed or redized; readily apprehensible by the mind; red; substantid. While the
definition of tangible property under the sales tax laws are not direct authority for income tax purposes, the
Cdifornia Supreme Court has recently addressed the issue of sales of computer software in Navistar
International Transportation Corporation v. SBE*. Navistar had sold dl of its assetsin its Solar Division to
Caterpillar including trade secrets and other intellectual work products. In addition, part of the assets sold
included computer programs which Navistar had developed for its own use. The computer programs at issue
here had been developed by Navigar's Solar Divison for usein its own business. Approximately 74 percent
of the programs were business systemn programs pertaining to financid accounting, business operation planning,
and economic forecasting; roughly 18 percent of the programs were engineering programs, such as design and
testing programs, and approximately 8 percent of the programs were "digtributed computing systems," such as

4 8 Cal. 4th 868; 884 P.2d 108; 1994 Cal. LEXIS6032; 35Cal. Rptr. 2d 651; 94 Cal. Daily Op. Service 9013; 94 Daily
Journal DAR 16722, (November 28, 1994, Decided)
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computer-aided design programs, basic research programs, and programs that controlled automated machinery
operations. The computer programs aso contained trade secrets.

For sdles tax purposes the taxability of software depends on whether the Atrue object@of the
transaction isthe sale of services or property, and in the case of software whether the software is custom or
canned. The taxpayer argued that the items at issue were not subject to tax because they were used solely asa
means of conveying trade secrets from the sdller to the buyer, and therefore qudified under the exception that
sdestax isnot imposed if the true object of the transaction isthe rendition of services. Under Cdifornia Sades
and Use tax Regulation 1501 if the true object of the contract isthe service, then the property used solely as
the medium for the expresson of an ideaor concept is nontaxable. The SBE contended that the items
congtituted tangible persona property because they had vaue as physical objects and were not sold incident to
any service performed by Navidar.

The Court agreed with the SBE in finding that the true object test did not render the sde of aphysica
object exempt from taxation whenever the item was acquired primarily for itsintellectua content. The regulation
aso required that the transfer of tangible persona property must be incidentd to the performance of a service
which was smply not the case in the sale of the documents by Navistar. The Court aso rgjected the argument
that the software sold retained its designation as custom computer programs. Once the software was created for
internd use, it became atangible persona asset of the taxpayer. A subsequent sale of the program devel oped
by the taxpayer for his use was not custom software developed for a customer, but rather a sale subject to the
sdestax.

If the sde of softwareis characterized as the sale of tangible property the medium of ddivery (i.e., over
the Internet or through the U. S. Mall) should not affect the inclusion of the sdle in the sdesfactor of the
destination state. Consistency would mandate the same result. Assume that GISO Inc. ( asdler of software)
has their heedquarters in Cupertino and awarehouse in San Mateo (both in the Slicon Vdley in Cdifornia).
Geek a consumer accesses the Internet and buys their software and downloads it directly from GISO=s Web
Pege. If the sdleistangible property, then the sdleis protected from incluson in the Arizona numerator of the
sdesfactor if GISO has no presence in Arizona other than through Geek, a consumer. The sdle would be
thrown back to Cdiforniaand included in the Cdifornianumerator. If GISO had a subsdiary with which it was
unitary which was taxable in Arizona, then the sale to Geek would not be thrown back to Cdifornia. Since
Cdifornia=stax rates remain high, corporations with multistate operations tend to benefit from the current
definition of throwback.

The Property Factor Applied to Electronic Commerce.

The property factor isthe ratio of Cdiforniareal and tangible property rented or owned to the total of
such property everywhere. Thus, intangible property isnot included in the standard UDITPA property factor.
Although an argument can be made for including intangible assets in the property factor sSince such assats
generate income of the business, as a practica matter, it is frequently difficult to determine where intangible
property islocated. Not only isit difficult to source the intangible to a geographic areg, it is dso difficult to vaue
the intangible which may have been acquired for substantia cost or for free.
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Another issue related to the property factor is whether payments to Internet access providers (such as
telecommuni cations companies) who provide the lines and equipment which alow access to the Web are
actudly rent payments which should be included in the property factor a eight times the annua payment.
Industry practiceisto treat this expenditure as payment for a service (i.e., not include it in the property factor).

The Franchise Tax Board has had prior experience with taxpayers who operated property in Aspace@
and as you might expect the result was not good. Note that this case involved outer space instead of
cyberspace, but one black hole is as good as another in this area where precedent is sordly lacking. The case,
Communications Satellite v. Franchise Tax Board®, involved computation of the property factor for a
company which operates a globa commercid communications satdlite sysem. Although the satellites orbited in
outer pace, the earth stations transmitted signas to and received signds from the satellites. One of the earth
dations was located in Cdifornia. The company leased haf circuits, i.e,, atwo-way communication channel
between a satellite and an earth Sation.

For purposes of computing its gpportionment formula, the taxpayer included the vaue of the earth
dation and asmdl officein Los Angdesin its property factor. The taxpayer did not include any vaue
associated with the satellite in the numerator but did include its value in the denominator. Thisin essence
created Anowhere property, @property which would not be included in the numerator of any state. The
taxpayer left out the value of the satellite on the basis that the property was not located within the state. The
Court agreed with the Board that the test is not located within the state, but rather owned and used in the Sate.
The court went on to hold that there is an invisible but gpparently continuous and very real connection between
the earth gation and the satdllites. The earth station has a vaue only because this connection exigsand it is
otherwise of no vaue. With the connection the satdllites were deemed to function in Cdifornia, which the Court
concluded was a recognition of the redities of telecommunications and space technology, not an indulgence in
fiction.

If the test is not location of property, but rather ownership of and use of property in the business
activities conducted within the sate - it is not much of alegp of imagination to extend the test to intangible assets
such as copyrights which are clearly owned and used by information providers, access providers and sdllers of
property in eectronic commerce. The bigger obstacle will be modification of the traditiona view that intangible
assets are not included in the definition of Aproperty owned and used within the state. @

Setting up aBusnessin Cdifornia
There are severa ways aclient may start abusiness. This chapter discusses the various business and

form filing consderations associated with each of the different entity forms. The initial consderation is whether
to buy an existing business or sart a business from scratch.

° 156 Cal App. 3d 726 (1984).
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Starting a business from scratch is easy, chegp and dlows complete independence. Thereisagreat ded
of risk involved in gtarting a new business. Many new businesses do not succeed. The client is solely responsible
and that means financing may be problematic.

When the dient buys an existing business, the infrastructure isin place, a client base is established, and
there is dready name recognition. Past records let the client know what  the client is getting and make it eesier
to finance. This option can be lessrisky than starting a new business.

An exiging business may have undisclosad liabilities. Thisis frequently why the dient will want to buy
assts. The client may not be able to escape ligbility for these debts and or subsequently filed lawsuits. Since
the business reputation of your client istied to that of the previous management, it may be difficult to escape
ligbility for pre-existing debts even if your client is not legdly required to pay. Occasiondly, the previous owner
may impact your business by starting a competitive operation, and your client may need to consder entering into
a covenant not to compete with the previous owner.

Buying afranchise isaway to reduce risk and receive support from alarge network. The preiminary
work has been done with an infrastructure well established, a product line in place, and the marketing strategy
developed. The Franchisor usudly provides management assistance and training, advertisng, name recognition,
acustomer following and may offer financid support. The pooled resources of many franchisees dlow strong
promotional opportunities and group buying power.

A franchise offersless freedom than an independent business. There are lots of rules and proceduresin
place. The owner cannot change products and services. Initid franchise fees may be expensive. The client needs
to take into consderation start-up and operationa costs as well as ongoing royaty and other paymentsto the
Franchisors. Transfer of ownership may require gpprova of the Franchisors.

If the client opts to Start a business from scratch or to buy assets of an existing business then the client
must choose an entity form. The baance of this chapter reviews some of the business considerations of
operating various different types of lega entities. Subsequent chapters discuss in detail the tax consequences of
operating the various entitiesin Cdifornia

Sole Proprietorship
The smplest entity to operate and form isthe sole proprietorship. There is no need to file Articles of
Incorporation (as with a corporation or an LLC, but the taxpayer may have to obtain a business license to do

business under state law and loca ordinances. In Caifornia, most professions are required to be licensed
through the Department of Consumer Affairs which imposes varying requirements depending on the profession.

A taxpayer is generdly required to obtain a Cdiforniasdler' spermit if the taxpayer sdls or leases
merchandise, vehicles, or other tangible persond property in Cdifornia A sdler=s permit is a state license that
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dlowsthetaxpayer to sdl items at the wholesde or retail level. The client cannot legally make sales of taxable
products in Cdiforniawithout a sdler=s permit. If the taxpayer makes sdes a more than one location, a
separate permit is necessary for each location. When the taxpayer obtains a sdlers permit, the taxpayer is
entitled to purchase property for resale without paying tax to the supplier. By providing the vendor with a
completed resde certificate, the taxpayer isnot required to pay saes tax on tangible persond property
purchased for resde. If the taxpayer intends to use the property instead of selling it then the taxpayer must pay
the sales tax. The permit is obtained from the State Board of Equdization.

In addition, if the busnessis going to operate under a name other than the name of the owner, then the
taxpayer will have to file an assumed or fictitious business name certificate a aloca or Sate public office. The
reason for this requirement is so that persons doing business with the entity will know who the red owner is.
Generdly acounty office handles the filing procedure for the fictitious name which is frequently referred to asa
dba filing. For example, if Bud Man operates a flower shop under the fictitious name of This Budsfor You, he
would be Adoing business as@ This Buds For Y oul.

One of the most significant reasons that a taxpayer will opt for a corporation or an LLC islimited
persond liability. In asole proprietorship, where there is unlimited liahility, if the taxpayer produces more than
he can sl then the taxpayer will be persondly liable for the debts of the business. A well-designed insurance
program can take some of the risk out of conducting business as a sole proprietorship. This courseis not meant
to cover dl of the different types of insurance policies available, but afew basics are mentioned.

Most business will carry some form of property insurance that protects againgt risk of fire, lightening,
explosion, windstorm, smoke, vandalism, leeks, sinkholes and volcanoes. Earthquake and mud dides are
generally considered separate risks for which separate polices are purchased. Most insurance companies do
not provide insurance againgt mud dides. Most policies are written ether at replacement cost or for current
vaue. If the structure is old, replacement may be quite a bit more expensive to comply with current lega
standards for fire and earthquake.

Small businesswill dso need to consider lidhility insurance to cover liability to people injured and thelr
property which may have been damaged because the taxpayer or his employees did not use reasonable care. A
form of ligbility insurance is product liahility insurance which covers items which the taxpayer designs,
manufactures or sells. Cars and trucks owned by the business must dso be covered under liability insurance
policies. In addition, if employees drive their own vehicles for business purposes, coverage would need to be
obtained to for accidents which may occur while the employee is driving their own car in the course of
employment.

Worker=s compensation isaso required in Cdifornia Thisform of insurance covers the employer=s
ligbility for injuries received by employees on the job. The taxpayer who operates as a sole proprietor cannot
cover himsdf under his own worker=s compensation policy for injuries, he may sustain on thejob. Further, the
sole proprietor is not required to carry workers= compensation insurance on independent contractors.  The
law in this area becomes much more complex where an independent contractor comes on your premisesto
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perform work and brings their employees. |If the independent contractor does not carry workers=
compensation for hisworkers, then liability could be asserted against the sole proprietor.

Today most fringe benefits available to corporate employersemployees are dso avail able to the sdlf-
employed. The deduction for medica and hedlth insurance is the one area where the corporation gets afull
deduction, but the self-employed gets a fraction (60% for 1999). The percentage dlowed as an above the line
deduction is scheduled to increase up to 100% of the amount paid. Rev and TC 17273 conforms Californialaw
to the federd increase in the percentage of the saf-employed hedth insurance dlowed as an above the line
deduction.

Partnership.

If two or more people are going to operate the business then the taxpayer must choose between
edtablishing a partnership, a corporation or alimited ligbility company. If the partnership is chosen, thenit is
generaly recommended that an agreement amongst the partners be drawn up. A partnership agreement is not
required, but in Cdifornia (and most states) if the taxpayer does not have an agreement then various aspects of
the business will be governed by the Uniform Partnership Act.

The Cdlifornia Corporations Code codifies the Uniform Partnership Act of 1994 and as amended in
1996. These provisions apply to general partnerships formed on or after January 1, 1997. Generd partnerships
formed before January 1, 1997 may dect to be governed by the Uniform Partnership Act of 1994 as amended
in 1996. After January 1, 1999, dl partnerships will be governed by the Uniform Partnership Act of 1994, as
amended. One of the objectives of this act was to centrdize the filing of public information related to generd
partnerships. All generd partnership statements filed with the Secretary of State=s Office pursuant to the Act
are permissive and not mandatory at thistime. The client may choose to file a Statement of Partnership
Authority to put the public on notice of who the partners are behind the name of the partnership. Thisis
generdly recommended if the partnership is going to operate under afictitious name.

Note that defaulting to the UPA generdly makes sense (and may be what the parties would do by
agreement) but it is substantive. In other words, the UPA providesthat al partnerswill share profits equally and
will have an equd voice in management. In addition the UPA datesthat partners are not entitled to be paid for
their services. With awritten agreement the parties can address these issues based on their own objectives.

Genera partnerships may record their partnership agreement at the county level at the County
Recorders office in the county where the generd partnership islocated. They may aso register with the State at
the Secretary of State=s Office. Thefiling of generd partnershipsis permissive. Thefee for filing a Statement
of Partnership Authority with the Secretary of State is $70.00.

Generdly it is advantageous to have a partnership agreement which covers such topics as the following:

$ Voting mgority rules.
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Whether voting will be per capita, according to contribution, or by some other method.
The manner in which an agreement may be amended.

Redtrictions on the remova of partners.

Limiting or permitting saif dedling by partners and managers.

Requiring agreements to be in writing.

The manner of alocating profits and losses and other tax items among the partners.
The manner of alocating digtributions among the partners.

Redtricting the resignation or withdrawa of a partner.

SR ]

& A

In a partnership any partner can bind the partnership. It is not necessary that the other partners agree to
an action taken by another partner. The act generating the liability can be the Sgning of a contract to purchase
supplies, or injury to others through negligence on behdf of the one of the partnersin carrying out his
responshilities. Partnersrights are governed by the partnership agreement and by State law. Partners generdly
have theright to be informed of the partnership affairs and partners have afiduciary duty to one another. This
means that they must act in good faith the ded fairly with the partnership. Partners must vote to admit a new
partner and technicdly dissolve when a partner withdraws or dies. In Cdiforniathe partnership is not
automaticdly dissolved, but can continue the existing partnership rather than form anew one.

Limited Liability Companies

The tremendous growth of the LLC statutes represents the explosion of interest in the LLC form.
Because the LLC is an amalgam of different characteristics of corporations and general and limited partnerships,
LLC statutes contain a number of provisions borrowed from each of these other sources. Asis perhaps not
surprising, there is awide diversity of statutory provisions which may be healthy for the growth and devel opment
of thelaw. It may be a confusing phenomenon for multi-state LL Cs who try to comply with varied requirements
in 50 states.

The Cdlifornia Limited Liability Company Act (L. 1994, c. 1200 (SB469)) dlows limited ligbility companies
(LLCs) to organize and do businessin the state. The Act aso allows LLCs organized outside Californiato do
businessin California after registering with the Secretary of State. Foreign LLCs are governed by the laws of the
state where they are organized, a provision discussed in more detail herein. The statute has been amended severa
times with various clean up provisions which are discussed herein.

The LLC isformed by filing Articles of Organization with the Secretary of State. Recent legidation alows
an LLC to record its articles of organization in the office of any county recorder in the state. The Articles of
Organization must st forth the name of the LLC which must end with the words "limited liability company" or the
abbreviation "LLC.@Since LLCs is a new form of organization, plenty of names are available. If the business was
operated in another form and is converting to LLC status, it can continue to use its existing name with the addition
of ALLC.@The Articles of Organization must also include the latest date or event upon which the LLC isto
dissolve, the purpose of the LLC, information regarding the LLC's agent for service of process, and a statement
regarding the delegation of management to managers (if the LLC opts for aform of centralized management). In
the application for the license to do business, the LLC must include the names and addresses of any managers and
officers owning more than 10% of the LLC, and file written notice of al changesin ownership of the members of
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10% or more of the LLC.

The domestic limited liability company must complete and file Articles of Organization (LLC-1) with the
Secretary of State accompanied by afiling fee of $70.00. The foreign limited liability company must complete and
file an Application for Registration (LLC-5) with the Secretary of State. A certificate of good standing from the
home state must accompany the Application for Registration. The fee is the same as for domestic LLCs or
$70.00. The forms can be obtained at the Secretary of State web site at www.ss.ca.gov.

AB 831 (Leach, CH 99-490) authorizes the organization of single-member limited liability companies
(LLCs) in Cdlifornia, effective for LLCs formed on or after January 1, 2000. In prior years, Californiawould have
required each LLC to have two members.

Under federal law, abusiness entity is classified as either a Acorporation per se,@treated and taxed as
acorporation, or an Adligible entity@entitled to elect its classfication. If the digible entity has only one member, it
will be disregarded as an entity separate from its owner unless it elects to be treated as a corporation. If the
eligible entity has two or more members, it will be taxed as a partnership unlessiit elects to be classified and taxed
asacorporation. Any Adigible entity@that fails to make a proper eection will be classified according to default
classification rules:

With regard to domestic entities, an eligible entity with a single owner is disregarded as a separate entity;
An eligible domestic entity with two or more owners is classified as a partnership;

With regard to foreign entities, an eigible entity with a single owner is disregarded if its single owner does
not have limited liability;

A foreign entity in which all members have limited ligbility is classified as a corporation; and

A foreign eligible entity with two or more ownersis classified as a partnership if at least one member does
not have limited ligbility.

Thus, for federal purposes, a corporate-owned, single-member LLC that files a federal form 966 is
disregarded and, for tax purposes, effectively disappears and is treated as a division or branch of its corporate
parent. An individually owned single-member LLC that is disregarded is treated as a sole proprietorship.

The LLCs existence begins with the filing of the articles of organization with the Secretary of State. A
Cdlifornia LLC can organize to conduct any lawful business except banking, insurance, trust company operations,
or professiona services for which alicense, certification or registration is required pursuant to the California
Business and Professional Code.® The professional services required to be licensed by the state of Californiaare
set forth in the following chart. Although the statute may permit operation through an LLC, practitioners are
cautioned that they must first confirm with the appropriate regulatory authority that such authority will issue a
license, certificate or registrationto an LLC.

The important legidative consideration in deciding whether the LLC form is appropriate to a professiona
practice is how to limit the liability. In states which have alowed professionals to form as LL Cs, the statute will
typically provide that the members will not be personally liable for the debts and obligations of the LLC to the

6 Corporations Code 17002 and Section 93 of the Act
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extent such debts and obligations are attributable to the negligence or wrongful acts of the LLCs other members or
employees. The limited liability made available by an LLC will protect a professona from the actions and
commissions of co-members but will leave intact the professiond's individua responsibilities.

Although insurance agents and insurance brokers are not governed by the Business and Professions Code,
the Department of Insurance initially took the position that agents and brokers may not conduct businessinan LLC
form. The Department=s position is based on its reading of Cal. Corp. Code 17002 which providesthat an LLC
may engage in any lawful business activity except the banking, insurance or trust company business. This result
has now been changed by AB 2177 (Miller) signed by the Governor on September 26, 1996.

AB 2177 dlows insurance agents, brokers and surplus line brokers to organize their agencies as limited
ligbility companies. The bill does impose certain minimum security requirements which are summarized as follows:

Any agent or broker must maintain a policy or policies of insurance against liability imposed on or againgt it
by law for damages arising out of claimsin an amount for each claim of at least one hundred thousand
dollars ($ 100,000) multiplied by the number of licensees rendering professiona services on behaf of the
company, with a minimum required amount of five hundred thousand dollars ($ 500,000); however, the
maximum amount of insurance is not required to exceed five million dollars ($ 5,000,000) for claims
initially asserted in anyone cdendar year, less amounts paid in defending, settling, or discharging those
clams.

Maintain in trust or bank escrow, cash, bank certificates of deposit, United States Treasury obligations,
bank letters of credit, or bonds of insurance companies as security for payment of ligbilities imposed by
law for damages arising out of al claimsin an amount of at least one hundred thousand dollars ($
100,000) multiplied by the number of licensees rendering professiona services on behaf of the company,
with a minimum required amount of five hundred thousand dollars ($ 500,000); however, the maximum
amount of security is not required to exceed five million dollars ($5,000,000) for clamsiinitialy asserted in
any one cdendar year, less amounts paid in defending, settling, or discharging those claims.

For purposes of satisfying the security requirements of this section, alimited liability company may
aggregate the security provided by it pursuant to the above two paragraphs.

In addition to the minimum insurance requirement, the limited liability companies must aso file with the
Department of Insurance evidence of compliance with the minimum security requirements outlined above.

The Cdifornia statute does require that before filing the articles of organization the members will have
entered into an operating agreement. An operating agreement is the LLC analogue to a partnership agreement,
and constitutes an agreement among al the LLC's members regarding the operation of the business of the LLC.
In general these agreements address issues that later arise among the members relating to voting, management,
financia decision making, changes in a membership, and ultimate dissolution of the LLC. The operating agreement
of an LLC (unlike the articles of incorporation of a corporation) does not have to be filed in order to be effective.
Since the operating agreement is not required to be publicly filed, there is no required disclosure of financia
relationships among the members.

Note that there is no restriction that must be included in the operating agreement (or the articles of
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organization) regarding the number of members or the rights and duties of different classes of stock. ’

The LLC may be managed by a single member, an outside manager or a management group that consists
of some members, some nonmembers or both. There is no requirement in the statute that managers are elected
annualy, or that regular meetings of members and managers are held. This provision results in lessrisk of piercing
the corporate veil (i.e., requiring shareholders of a corporation to satisfy liabilities and obligations of the corporation
out of their personal assets). Thisis helpful for a small corporation where corporate formdlities are largely ignored.

The LLC must continuoudy maintain in California an office where records are kept concerning:

The name, addresses, capita contributions, and shares in profits and losses of members and

holders of economic interests;

The names and addresses of the managers;

The Articles of Organization, Operating Agreements and any related amendments,

Federa, state and local tax returns for the six most recent taxable years;

Financia statements for the six most recent years;

Other relevant books and records for the past four fiscal years.

The Cdlifornia statute requires foreign limited liability corporations to register to transact business in the
state. The foreign limited liability company is defined broadly and includes, an entity formed under the limited
liability company laws of any state other than California, or an entity organized under the laws of any foreign
country that is an unincorporated association and is organized under a statute under which an association may be
formed that affords each of its members limited liability with respect to liabilities of the entity.

A foreign LLC is governed by the laws of the state or foreign country under which it was organized [Cal.
Corp. Cd." 17450]. Thisisan unusua provision as in most cases the law of California governs transactions taking
place within the state. Such a provision also results in judges in California Superior Court having to apply the law
of another state to resolve disputes.

"Transacting intrastate business' means entering into repeated and successive transactions of businessin
Cdlifornia, other than in interstate or foreign commerce. A foreign LLC won't be considered transacting intrastate
business merely because its subsidiary transacts intrastate business or because it is a shareholder of a domestic
corporation or aforeign corporation transacting intrastate business; limited partner of a domestic limited
partnership or aforeign limited partnership transacting intrastate business; or member or manager of a domestic
LLC or aforeign LLC transacting intrastate business [Cal. Corp. Cd. ' 17001(ap)(1)].

A person won't be considered as transacting business in-state solely because of its status as a member or
manager of an LLC [ Cal. Corp. Cd."' 17001(3)]. These provisions provide much needed clarification (and
liberalization) or the provisions that govern the concept of doing business in the state.

A company doing business in Cadliforniaas an LLC without registering is subject to a pendty of $20 per
day, with a maximum of $10,000. In addition, the member=s persond liability is not limited while the company
remains unregistered.

! Corporations Code 17102
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This provision provides planning opportunities. If the LLC statute in California contains a provision that the
members wish to avoid (such as naming member managers or the requirement of two members) thenthe LLC
could form under another state's law where that requirement does not exist. The corporation would then register
to do businessin Cdifornia. Caifornids statute does not impose the requirements of identification of managers
onforeign LLCs.

Limited Partnerships.

The limited partnership requires that there be one or more genera partners and one or more limited
partners who are not actively involved in management and serve more of an investor function. The generd
partner is persondly liable for the debts of the partnership and the limited partners are only liable for capita
contributions or any distributions that they may have received &fter the partnership became insolvent.

The limited partnership is generdly viewed as away to raise money from investors. The cost of doing
business as alimited partnership is less than the cost of doing business as a corporation or as alimited ligbility
company, (i.e., $800 minimum franchise tax) but the limited partners cannot participate in the business. Some
venture capitalists would prefer to have some say in the management of the entity and alimited partnership
interest may not be suitable. If alimited partner does become actively involved, then they risk losing immunity
from persond liability.

All limited partnerships have been required to file with the Secretary of State=s Office snce duly 1,
1984. Prior to that date, limited partnerships filed documents with the County Recorder=s officesin the county
or counties in which they were doing business. In order to form a domestic limited partnership, the genera
partners shdl file a Certificate of Limited Partnership (LP-1), aform prescribed by the Secretary of State. In
addition, before or after the filing of a certificate, the partners shdl have entered into a partnership agreement.
The Certificate mugt be filed in the Office of the Secretary of State and thefiling feeis $70.00. In addition, an
out of gate limited partnership must file an Application for Regigration (LP-5) which must be Sgned by a
generd partner. Thefiling fee for this gpplication is dso $70.00.

Because prior to July 1, 1984 the limited partnership filed with the County rather than with the State, a
frequently asked question isif the limited partnership was formed prior to July 1, 1984 how isthe limited
partnership canceled (so thet it will no longer be subject to the $800 minimum franchise tax)? If the limited
partnership was never registered with Secretary of State then it is canceled by filing a copy of the Certificate of
Cancedllation (LP-4/7) certified by the Secretary of State=s office with the county where the limited partnership
was registered. In order to cancd the limited partnership at the state levd, the entity must be on record with
Secretary of State. To be on record at the state level, the limited partnership needs to file a Certificate of
Limited Partnership (LP-1) or Application for Registration (L P-5) with the Secretary of State and then cancel
and dissolve the limited partnership with the Secretary of State.

Limited Liability Partnerships
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The LLPisformed by filing aregidration statement with the Secretary of State=s office. (Registered
Limited Liability Partnership Registration Form [LLP1]) Thefiling fee is $70.00. The regidtration statement must
be executed by one or more of the partners. The LLP must include the words Limited Liability Partnership or
LLPin its name to designate its status. Foreign LLPs must dso register before transacting intrastate business
and must also meet the requirements of the State Bar Association or the Board of Accountancy.®

8 Cal Corp Code 15055(a).
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To qudify, each of the partners of the LLP must quaify as a Alicensed person@to practice law,
accounting or architecture in Cdifornia, or a person licensed or authorized to provide professond limited
ligbility partnership servicesin ajuridiction outsde Cdifornia The definition of licensed persons covers
persons who, athough not licensed under the California Business and Professions Code, are nevertheless
lawfully ableto render professond limited ligbility partnership services in Cdifornia because they are licensed in
another state. The LLP form isaso alowed for partnerships that provide services related or complementary to
the professiond limited liability partnership services provided by the architect, accounting or law firm.° This
clause was included to alow the consulting businesses of accounting firmsto aso form LLPs. To beardated
LLP, amgority of the licensed partnersin one partnership must be partnersin the other.

Foreign LLPs (i.e, LLPsformed under the laws of another jurisdiction) will be recognized in Cdifornia,
and will be governed by the laws of the jurisdiction where they were formed.”® I aforeign LLPis dlowed to
engage in businesses other than accounting, architecture and law, it is uncertain whether the limited ligbility
shidd of Cdifornia=s LLP statute would extend to cover transactions related to these businesses. Cdifornia
does require that foreign LLPs meet the insurance requirements and the tax filing/payment requirements set forth
herein.

Foreign LL Ps transacting business in Cdiforniawhich are not registered in the state cannot maintain any
proceeding in any court in the sate. In addition, the LLP will be assessed a fine of $20 per day that
unauthorized intrastate business is transacted up to a maximum of $10,000.™ Transacting businessis defined in
the act but does not include activities that are typically excluded for corporations such as soliciting saes, holding
meetings, maintaining bank accounts, and defending themsdlvesin various legd proceedings. Activities in excess
of these de minimis contacts would congtitute doing business in the State.

In Cdifornia, the LLP form wasinitidly only available for law partnerships and accounting partnerships
and, primarily to accommodate the consulting businesses of accounting firms, certain related partnerships. AB
469 (Cardoza), approved by Governor on 9/15/1998, alows architectsto form limited liability partnerships.

One of the arguments against providing limited liability for professional service businessesis that tort
liability insures alevel of competence and review procedures to reduce the risk. Without the threat of malpractice
claims, the level of professiona competence will decline and the injured party will have no means of recovery,
particularly if the reduced risk of limited ligbility resultsin under insuring. One way to respond to these criticisms,

o Cal. Corp. Code 15002(1).
10 Cal. Corp. Code 15002()).
n Cal Corp Code 15055(1).
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isto establish alevel of minimum insurance. This s the approach taken by California

The insurance requirement has been modified by SB 1080 (Calderon) which becomes effective on
January 1, 1998.

Insurance requirement after January 1, 1998. Accounting Firms. For accounting firms the bill requires
that LLPs with less than five licensed persons maintain at least $500,000 of liability insurance. Additionaly, no
partnership is required to maintain more than $5,000,000 of insurance regardless of size. The bill clarifies that the
accounting firm will not be required to procure additional insurance if the settlement or defense of claims exhausts
the coverage under the policy during the policy period. The policy period will be the period designated in the policy
aslong as that period does not extend for more than 12 months. The bill also provides that the policy may be
subject to a deductible or self-insured retention as long as the amount is commercially reasonable. The bill also
requires that if the partnership dissolves and winds up, then the minimum insurance required at that time must be
retained for three years. In addition, the bill provides that accounting firms (like law firms) can meet the security
requirement if each partner of a domestic or foreign LLP automatically guarantees payment of the difference
between the maximum amount of security required for the partnership and the security otherwise provided.

Law Firms. For law firmsthe bill requires that LLPs with less than five licensed persons maintain at least
$500,000 of liability insurance. Additionally, no partnership is required to maintain more than $7,500,000 of
insurance regardless of size. The bill clarifies that the law firm will not be required to procure additional insurance
if the settlement or defense of claims exhausts the coverage under the policy during the policy period. The policy
period will be the period designated in the policy aslong as that period does not extend for more than 12 months.
The bill also provides that the policy may be subject to a deductible or sdf-insured retention as long as the amount
iscommercialy reasonable. The bill dso requiresthat if the partnership dissolves and winds up, then the minimum
insurance required at that time must be retained for three years. In addition, the bill provides that each partner of a
domestic or foreign LLP automatically guarantees payment of the difference between the maximum amount of
security required for the partnership and the security otherwise provided.

Law firms now have an option of meeting the minimum insurance requirement through annual
confirmation to the Secretary of State=s Office that the firm maintained a net worth of $15 million or more &t the
beginning of the year.*?

LLPsin effect on January 1, 1997 can elect to be governed by the old insurance requirements (in other
words the law prior to January 1, 1998 and described above). Such eection can remain in effect until January 1,
1999 when the election expires and the LLP would be governed by the procedures effective for years beginning
after January 1, 1998 and described above.

Architects. These LLP=swould be required to maintain liability insurance of at least $500,000 or an
amount equal to $100,000 times the number of licensees in the firm , whichever is greater. Up to a maximum of $5
million, for claims arising from acts, errors or omissions arising out of the practice of architecture. In lieu of the
insurance coverage , the LLP may maintain in trust or back escrow, cash, bank certificates of deposits, US
Treasury obligations, or bank |etters of credit in the required amount as security for payment of tort or contract

© Cal Corp Code 15052(a)(1)(C).
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ligbilities.
Corporations.

When the client incorporates they create a separate person under the law that has a separate existence
from its owners. Itsindependent existence continues despite changeovers management or ownership. The
corporation and not its shareholdersis responsible for its debts. 1ts ownership interests can be fredly traded and
it is taxed as an independent entity.

In most cases the directors and officers and shareholders are not liable for debts owed by the
corporation. Problem areas can be avoided if the following common sense principles are followed.

Persond guarantees. If the officer or shareholder guarantees persondly a bank loan then there is no
limited ligbility with respect to thet obligation.

Taxes. If acorporation failsto pay income or payroll taxes, and IRS, FTB and EDD may assess taxes
agang arespongble person, or in the case of a fraudulent transfer, againgt the person who received the
digtribution.

Corporate Procedures. Certain requirements under state law must be met in order for the corporations
Separate existence to be respected. These procedures include issuing shares of stock, holding shareholder and
board mestings, and recording management decisionsin the corporate minutes.

Certain professions are not alowed to form a business corporation but are dlowed to form a
professond corporation. This is because the corporate entity should not come between the specid reationship
between the professiond and person receiving the services. The following isalist of professondsthet fdl into
this category:

Accountant
Acupuncturist
Architect

Attorney
Audiologist
Chiropractor
Clinicd Socia Worker
Dentist

Doctor

Marriage Counsdlor
Nurse

Optometrist
Osteopath
Pharmacist
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11

Physcd Thergpist
Physcians Assgtant
Podiatrist
Psychologist
Shorthand Reporter
Speech Pathologist
Veterinarian

If aprofessional practice of this type isincorporated, it must form a specid type of corporation caled a
professond corporation. The professond corporation does not provide limited liability for the malpractice of
the professond. and the ma practice of other professondsin the firm under their supervison. The limited
ligbility is offered for business debts unrdated to mapractice.

A Cdiforniafor profit corporation with 35 or fewer shareholders may, by including close corporation
provisonsin its Articles of Incorporation and in its stock certificates, elect to be organized as a Cdiforniaclose
corporation. Thistype of corporation (frequently referred to as a Satutory close corporation) is formed to
provide for less forma management of the corporation and generdly dlows a partnership type structure. Close
corporations are dlowed by agreement to dispense with the need for annud director or shareholder meetings,
election of corporate officers or election of aboard of directors. It can distribute profits by agreement rather
than by ownership. Although this may sound like aremedy to many problems encountered by small
corporations, itisnot. Frequently these types of corporations have redtrictions on the transferability of their
stock, an attribute of corporate ownership sought by many shareholders.

S Corporations.

The S Corporation is a cregtion of the tax law that alows the corporate entity to be taxed on aflow
through basis. It isdected by filing a Form 2553 with the IRS within certain time frames and under certain
requirements. The S Corporation cannot have more than 75 shareholders, dl of which must be U. S. citizens or
resdents. The S Corporation must also meet certain other technicd requirements. The S Corporation does not
pay tax and flows through its earnings to its shareholders based on their ownership. In Cdifornia the S
Corporation does pay tax at arate of 1.5% (lower than the maximum corporate rate of 8.84%).

If the client wants to incorporate, it generdly makes most senseto do so in Cdiforniaif the businessis
going to operate in the sate. If the client goes out of state, the business will till have to qudify to do business
and pay tax on the business conducted within the sate, so for the smdl start up going out of state rardly makes
sense. The more lenient corporate law of a date like Delaware refers to provisons of state law that will help a
corporation fend off a corporate raider - a benefit for alarge corporation but rarely of interest to asmal localy
operated entity.

Comparison of Tax Attributes
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This section compares the various entity forms discussed above considering primarily the tax benefits of
eaech available entity form. Itsfocusis primarily the LLC, the new entity form dlowed in Cdifornia since 1994.

Advantages of LLCs over C Corporation.

$ Double Tax. C Corporations pay an entity level federa and state income tax. The distributed
income of a C corporation may be taxed twice as the shareholder is aso taxed on dividends received from
the C corporation. Perhaps the biggest benefit of the LLC over the C corporation isthat the LLC is
subject to one level of tax which is paid by the members of the LLC.

$ Basis Adjustment. A C corporation cannot adjust the tax basis of its assets in connection with a
transfer of its shares. If the LLC makes an IRC 754 election then the LLC can adjust the tax basis of its
assets in connection with transfers of membership interests. If the LLC is holding assets with afair
market value in excess of basis, the availability of such an adjustment may be valuable and may help the
transferring member to obtain a higher price for hisinterest.

In addition, the basis of the member=sinterest in an LLC and the S corporation are increased by
the corporation=s profits (or reduced by losses). The basis of the C corporation shareholder in his stock
investment is not affected by the profits of the corporation which means upon sale the C corporation
shareholder will pay tax on the value of earnings retained in the C corporation.

$ Special Allocations. A C corporation may not specially alocate income or loss to its
shareholders. An LLC, becauseit is treated as a partnership for income tax purposes, may specially
alocate income or loss within the provisions of IRC 704(b).

$ Contributions. Corporations cannot receive tax-free contributions of property unless,
immediately after the contribution, the contributor (alone or with others making contributions in related
transactions) holds at least 80% of the total combined voting power of al classes of stock entitled to vote
and at least 80% of the total number of shares of al other classes of stock of the corporation. LLCs
generally can receive tax-free contributions of property from any member.

$ Liquidation. A C corporation is subject to adouble tax on liquidation. An LLC generaly can be
liquidated without triggering any adverse tax consequences to the members.

$ Other Taxes. C corporations may be subject to an accumulated earnings tax or a persona
holding company tax. These taxes are not imposed on an LLC.

$ Unreasonable Compensation. C corporations often run the risk of having shareholder salaries
characterized as Aunreasonable compensation@and disallowed. The unfortunate consequence of this
result is that the payment is taxed asadividend. The LLC does not run such arisk asit is generaly
irrelevant to the Service whether the member takes the payment as salary or distributive share of the LLC
income under IRC 701.

$ Receipt of LLC interest for profitsinterest. Stock for Services is aways taxable under IRC
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83; receipt of an interest in an LLC for a profits interest is generally not taxable under Rev. Proc. 93-27

(1993-2 CB 343).
$ Other non tax advantages include the following:
E LLCs may provide members with unique economic, voting and other rights without

creating a second class of stock.

E Rights of shareholders can be modified by amending the LLCs operating agreement
which is not publicly filed.

E LLC managers can be elected according to the procedure set forth in the operating
agreement. C corporations must generaly alow their shareholder to use cumulative voting
in the election of directors. Cumulative voting is designed to allow minority shareholder
interests to obtain board representation.

E LLC members are not susceptible to a piercing the corporate veil attack solely asa
conseguence of the members= failure to satisfy certain administrative formalities such as
annua meetings and election of Board of Directors.

Advantages of LLCs over S Corporations.

The S corporation operates under many restrictions which are not applicableto LLCs. These restrictions
include the following:

$ Number of members. S corporations are limited to 75 shareholders. There are no restrictions on
who may be a member of an LLC or on the number of members.

$ Single class of stock. S corporations are limited to a single class of stock. LLCs can have
multiple classes of stock outstanding and an infinite variety of interests.

$ Nonresident aliens. S corporations cannot have a shareholder who is a nonresident alien
individua. LLCs can have nonresident alien members.

$ Basis adjustments. S corporations shareholders cannot include indebtedness of the S corporation
in basis. The tax basis of an LLC membership interest includes the member=s share of the entity=s
indebtedness which may shelter from current gain recognition any operating distributions of cash.

$ IRC 754 election. S corporations cannot make an IRC 754 election to increase the tax basis of
its assets in connection with a transfer of its shares. On the death of a shareholder or sale of stock an
LLC can eect to adjust the basis of its assets.

$ Entity level incometax. S corporationswhich are doing businessin Cdiforniamust pay a 1.5%

net income tax. LLCs are not subject to this tax, but must pay an entity level fee based on gross receipts.
If the business operates at a loss, the S corporation form is generaly preferable. |f the entity operates at
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aprofit, then the LLC will generaly result in the lesser tax liability.
Advantages of LLCs over limited partnerships.

Limited partnerships must have at least one genera partner that is subject to unlimited liability. LLCsare
not required to have a general partner. In addition, limited partners who participate in the management of the
limited partnership can be classified as genera partners and lose the benefit of limited ligbility. All members of an
LLC can fully participate in management without jeopardizing their protection from such ligbility.

Advantages of LLCs over general partnerships.

LLC members are not personaly liable for the debts and obligations of the entity. LLCs can restrict
management powers to a subset of the members or to nonmember managers. Genera partners are fully liable for
the debts of the partnership. Management of a general partnership is vested in the general partnerswho act in a
fiduciary capacity vis avis the partnership.

Advantages of LLCs over sole proprietorships.

An LLC limits the ligbility of the owners more than the ligbility can be limited in a sole proprietorship.
Additionally an LLC can take in an investor without giving up control of the business.

Disadvantages of the LLC.

There are still uncertainties with respect to the operation and taxability of the LLC. The primary
unresolved issue under federa law is whether members of the LLC have to pay the self employment tax on
digtributions. In addition, the fee assessed on gross receipts of the LLC under Cdifornialaw is extremely voldtile.

In 1999 the fee was increased by 73% and in 200 by another 20.5%. Each year after 1999, the FTB will conduct
an analysis of the revenue loss to the state by alowing the LLC form. The fee will be adjusted accordingly. There
is no limitation on the amount of the fee adjustment.

The LLC statute severely restricts the types of businesses that may elect to form as LLCs. Legidation
which would have provided some relief did not pass. Limited Liability Partnerships legidation for attorneys,
architects and accountants did pass and the provisions are discussed herein.

Managers who are actively involved in the management of the LLC will be subject to self-employment
tax. Additionaly, inactive LLC members will be treated as managers and their distributive share of the LLC=s
income will be subject to self-employment tax if the LLC does not designate managers to operate the business.

The nontaxable fringe benefits available to LLC members are the same as those available to partnersin a
partnership. Therefore, LLCs are not afforded any of the exclusions for cafeteria plan benefits under IRC 125. In
addition, LL Cs cannot issue equity interests or options to acquire equity interests that qualify for tax-preferred
treatment under the rules applicable to corporate incentive stock option and employee stock purchase plans.

$ Under IRC 741, the loss from the sale or exchange of an interest in an LLC is a capital loss.
Under IRC 1244, shareholders of C corporations and C corporations generally may deduct aloss
from the sale or exchange of their stock as ordinary lossiif it qualifies as Section 1244 stock. The
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maximum amount that can be treated as an ordinary loss for any taxable year cannot exceed $50,
000 ($100,000 on joint returns).

Under IRC 1202, a noncorporate shareholder may exclude 50% of the gain from the sale or
exchange of Aquaified small business stock@held for more than 5 years, within certain dollar
limits ($10,000,000). Such stock is generally C corporation stock issued after August 10, 1993.
The 50% exclusion does not apply to LLC interests.

The salf-employment and Medicare tax do not apply to the S corporation, even if the shareholder
is active in the business, provided that the shareholder receives reasonable compensation for
services rendered. It isnot clear how LLC members will be treated for self-employment tax
purposes. It islikdy that those who are active in the business of the LLC will be treated as
general partners and all of their distributive share of self employment income will be subject to the
self-employment and Medicare tax.

LLCs must generally have the same tax year as the members of the LLC. Therefore, in most
cases the LLC will be restricted to a calendar year.

Nonresident members of the LLC will be taxed on their California source income, while
nonresident shareholdersin a C corporation are not taxed by California on dividend distributions.

LLCsare required to pay the $800 minimum franchise tax plus a fee which is based on gross
receipts. If the LLC operates at aloss then the payment to Californiawill be greater than the
payment required from an S corporation which pays a 1.5% income tax or the $800 minimum tax
imposed on limited partnerships. Although the fee is deductible, it is not creditable against other
states= income taxes for foreign LLCs doing business in Cdifornia. LLCs can be formed only by
compliance with legal formalities such asfiling with the Secretary of State=s Office. A
partnership can be formed with virtualy no formaities, i.e., on a handshake.
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